The so-called -German model‖ has recently been the subject of great interest, both inside and outside the policy community. The country has not only successfully managed to escape the unemployment trap it was caught in for a couple of decades, it also performed exceptionally well during and after the Great Recession. This made Germany the North Star for effective labor market policies and reforms. Hence, it is not surprising that the concepts underlying the German model are now viewed as a possible reference model for other countries with labor market turmoil. The question for policymakers in other countries is thus whether Germany's success is just a matter of -luck,‖ or whether its specific combination of a flexible management of working time (through overtime and short-time work, time accounts and labor hoarding), social cohesion and controlled unit labor costs, combined with a rigid, incentive-oriented labor policy supported by effective program evaluation, provide a set of guiding principles for labor market policies that can be successfully applied in other countries?
This paper sheds light on this important question. Section I describes Germany's initial economic situation as Europe's -sick man‖ caught in the unemployment trap. Section II provides an overview about the country's subsequent labor market reforms and highlights the elements that helped reestablish the country's international competiveness. Section III analyzes the recent Great Recession that served as the litmus test for the robustness of the German economy and the vigor of its labor market. Section IV studies the extent to which the labor market reforms and policy responses during the crisis were combined with fiscal consolidation and austerity. The concluding Section V summarizes and derives lessons from the German experience.
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I. Germany's Structural Unemployment Problem
For many years, the key challenge for Germany was to reduce structural and persistent unemployment. Overcoming its high level of unemployment was crucial for the -sick man‖ in Europe. The phenomenon of successive, recession-related waves of unemployment that ended up accumulating was considered to be a European problem (Blanchard and Summers, 1986) . But among the countries in Europe, Germany served as the prime example for the pattern of high and rising unemployment. Figure 1 demonstrates that this alarming characteristic of Germany's labor market was present since the 1970s, and that German reunification, which began in 1990, further aggravated the problem.
<<< Figure 1 about here >>>
A number of policy measures addressed these problems in the 1990s, but the outcome was far from satisfactory. These adjustments barely managed the symptoms and did not deal with the roots of the problems; and at the turn of the century, the unemployment rate was among the highest in Europe. The country's high unemployment rate has often been linked to high levels of employment protection, high labor costs, and strict regulation of labor markets. Although the availability of rather generous insurance-based social benefits-depending on previous wages-helped limit income inequality and wage dispersion, these results came at the cost of strong labor market segmentation and a large stock of long-term unemployed (Eichhorst et al., 2008) . The welfare state was thus at risk of becoming unsustainable. The increasing burden of non-wage labor costs to cover deficits in social insurance seriously jeopardized international competitiveness.
1 When -3 -considering this institutional setting, there was considerable scope and a strong need for structural reforms in terms of both passive labor market policies (PLMP) and active labor market policies (ALMP). With respect to PLMP, the unlimited payment duration of unemployment benefits and unemployment assistance was an extraordinary feature of the German system (Caliendo and Hogenacker, 2012) . The replacement rates for the long-term unemployed were higher than in any other OECD country, while replacement rates for the short-time unemployed were comparable to many other countries (Eichhorst et al., 2008) . As a result, the incentives to take up a job were very low, especially for the low-skilled and long-term unemployed. Generous benefit levels and benefit durations, combined with high benefit reduction rates if taking up employment, resulted in a growing and enduring base level of unemployment.
The approach towards ALMP was characterized by high expenditure levels and programs with rather long durations. The most important programs were job creation schemes and training programs, while programs such as job search assistance and monitoring were given low priority. Sanctions were rarely implemented. Additionally, the assignment process into programs was based on the caseworkers' discretion and no systematic individual profiling took place. There was also no systematic approach with respect to assessing the programs' effectiveness and efficiency. Although evaluation studies had been available (Caliendo and Steiner, 2005) , their-mainly indicative-results had essentially no impact on the design, configuration or targeting of ALMP.
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II. Successful Labor Market Reforms
Against this background, major labor market reforms were introduced between 2003 and 2005. 2 Implemented in four waves, these so-called Hartz reforms targeted three important areas that broadly affected the functioning of the labor market (Jacobi and Kluve, 2007) . First, the reforms reorganized existing employment services and related policy measures. Importantly, unemployment benefit and social assistance schemes were restructured, and a means-tested flat-rate benefit replaced earnings-related, long-term unemployment assistance. Second, a significant reduction of long-term unemployment benefits-in terms of both amount and duration-and stricter monitoring activities were implemented to stimulate labor supply by providing the unemployed with more incentives to take up a job. Third, massive deregulation of fixed-term contracts, agency work and marginal part-time work was undertaken to stimulate labor demand. The implementation of the reforms in these three areas was tied to an evaluation mandate that systematically analyzed the effectiveness and efficiency of the various measures of ALMP.
Overall, the labor market reforms made Germany less vulnerable to economic shocks and, as it will be discussed in more detail below, they are therefore a key factor in explaining the country's remarkable resilience to the Great Recession. They successfully addressed the German labor supply problem as, among other things, work incentives for -5 -older workers were improved (early retirement options were phased out), ineffective policy instruments such as job creation schemes were abolished, long-term unemployment benefits were reorganized and reduced, and requirements for the unemployed to prove ongoing job search efforts were enforced. This resulted in an improved functioning of the German labor market with an increased overall effectiveness of ALMP (Eichhorst and Zimmermann, 2007) , lower reservation wages of the unemployed (Schneider, 2008) , and an accelerated matching process between unemployed workers and job vacancies (Fahr and Sunde, 2009) .
Furthermore, population groups that had previously been characterized by comparatively low employment rates experienced substantial improvements in this regard. Figure 2 displays the development of the employment-to-population ratio for four important groups: female workers between 25 and 54 years, low-skilled workers between 20 and 64 years, older workers between 55 and 64 years, and younger workers between 15 and 24 years. For all four groups, increasing employment rates can be observed after the reforms were introduced. The increase was strongest among older workers, where employment increased by more than 20 percentage points between 2003 and 2011. 3 <<< Figure 2 about here >>> When considering the development of unit labor costs in Figure 3 , the reforms apparently also contributed to Germany regaining its international competitiveness. Unit labor costs in Germany were persistently high for many years, but decreased after implementation of the reforms began in 2003. In contrast, unit labor costs increased continuously during the 2000s in, for example, the United States and the United Kingdom.
<<< Figure 3 about here >>> It is important, however, to realize in this context that the underlying factor for the decline in unit labor costs did not stem primarily, as is widely believed, from wage restraint on the part of the trade unions. Union wages increased more moderately, but this explains only part of the decline. More important appears to be that unions and employers used the collective bargaining process to arrive at more flexible labor arrangements. This was, for example, possible via the socalled opening clauses in the contracts between unions and employers associations that are valid at times of crises. Such clauses became increasingly popular and are associated with greater wage dispersion and higher employment growth (Brändle et al., 2011) . More generally, the more flexible labor arrangements allowed the adjustment, restructuring and reorganizing of existing work processes not only at the industry or sector level, but also at the firm level. In addition, East Germany developed into a region with low union coverage. This development was supported by the rise in employment in the service sector and the fall in employment in manufacturing, both of which made more and more jobs less regulated.
One may even argue that this newfound localized flexibility is the real source of the German model and, hence, of the country's resilience to the Great Recession. The recent increase of unit labor costs should be viewed in that light. It is-at least for the most part-a result of the various measures of internal flexibility used during the Great Recession. The next section discusses this issue in greater detail and in a broader context. 
III. Stress Testing in the Great Recession
Germany's labor market reforms, introduced between 2003 and 2005, were apparently successful. However, the worst global recession in postwar history constituted a strong test for the actual robustness of the economy and the labor market. During this critical period, the previous institutional changes and other adjustments had to prove that they indeed enhanced the functioning of the country's labor market-not only during a boom, but also when economic conditions become worse. Reform measures could act more effectively because the crisis made it more convincing that existing jobs, even if not attractive, had to be filled faster.
The Great Recession hit Germany mainly through declining exports. It arrived as a transitory external demand shock, which is different from what many other economies experienced. Figure 4 shows that output decline was at least as large as, for example, in the United States or in the United Kingdom. GDP decreased by 4.7 percent in 2009 relative to the previous year.
<<< Figure 4 about here >>>
This output decline was not homogeneous across Germany, and sectors and regions were affected to very different degrees (Rinne and Zimmermann, 2012) . Output declines were most pronounced in export-oriented sectors such as manufacturing, where GDP dropped by about 18 percent in 2009. In contrast, sectors and industries related to private consumption were much less affected. For example, output in construction and in finance, renting and commercial services declined by less than 2 percent in 2009, while it even increased by about 2 percent in private and public services. Heterogeneous output declines can also be observed across German regions. Economically strong federal states, where many export-oriented firms are located, suffered the most -8 -(e.g., Baden-Württemberg), whereas federal states with low international exposure were less affected (e.g., Berlin, Brandenburg, Schleswig-Holstein). In addition, economic recovery took place relatively early. Already in the course of 2009, the economy was expanding again-although the recovery was strongest in those sectors that had experienced the sharpest declines. For example, manufacturing output increased by 11.5 percent in 2010. This quick recovery in Germany's export-oriented sectors appears related to the rather quick recovery of Asian economies that in turn boosted demand for German products (Bornhorst and Mody, 2012) . These heterogeneous impacts, both during the crisis and recovery, support the notion that the Great Recession hit Germany as a transitory external demand shock. This is different from what many other countries experienced during the Great Recession, which were also affected through the housing, financial and consumer sectors.
However, the real distinctive feature of the German case is the remarkably mild response of its labor market to the substantial output drop. Both unemployment and employment remained largely unaffected by the adverse economic shock. Figure 5 shows that employment continued to rise and remained at a record level of more than 40 million throughout 2009 and 2010. In stark contrast, other countries experienced substantial employment declines. For example, employment dropped by about 6 percent in the United States and by about 2 percent in the United Kingdom.
<<< Figure 5 about here >>>
What factors explain the German success story during the Great Recession? A number of studies are directed at this important question (Möller, 2010; Burda and Hunt, 2011; Rinne and Zimmermann, 2012; Eichhorst, 2012; Bonin, 2012; Caliendo and Hogenacker, 2012) . Representative of this literature, Rinne and Zimmermann (2012) argue that a combination of factors created an environment that is a challenge to replicate. Although the weight attached to each factor may differ across studies, the following aspects are considered as being highly relevant: The specific nature of the economic shock that hit Germany plays a role. Beyond that, the concrete policy responses during the critical period as well as the significant reforms that had improved the functioning and resistance of the country's labor market are essential. Long-term demographic trends that are expected to result in shortages of skilled labor are another factor. And ultimately, it is the combination of these different factors that resulted in employment adjustments mainly at the intensive margin-i.e., in Germany being a strong case of internal flexibility.
More specifically, because of the transitory external demand shock and the relative stability of private consumption, firms were more reluctant to lay off their workers. Although faced with substantial uncertainty, they largely viewed the shock to be only temporary and anticipated a rather quick recovery (Bornhorst and Mody, 2012) . Hence, they wanted to preserve employees in the established core of their companies to remove the necessity-and costs-of hiring new personnel when demand improved.
Firms had the additional incentive to follow a strategy of adjusting employment at the intensive margin in response to the crisis because of shortages of skilled workers. As argued above, the extent of the output decline was heterogeneous across sectors; and at the sector level, there is a clear positive relationship between the share of firms that were strongly affected by the crisis and the share of firms reporting recruitment problems in 2008 (Möller, 2010) . It is moreover expected that demographic changes will result in more severe shortages of skilled workers that will broadly affect the German labor market in the future. For example, the labor force is projected to shrink by almost 7 million workers by 2025 (Fuchs et al., 2011 ).
-10 -These factors-expected quick recovery and recruitment problems-provided firms with the necessary incentives for internal flexibility. Besides these incentives, they also had the required financial resources to sustain a strategy of labor hoarding during the Great Recession. The successful labor market reforms have substantially improved the functioning of the labor markets and they helped firms to regain international competiveness. When the crisis started, the German economy (as well as individual companies) were thus in a relatively strong position. It is worth noting that the consumption sector with a large share of low-skilled workers and other workers at an above-average unemployment risk was unaffected by the crisis, and hence employment could even rise among the problem groups (unskilled, older workers, migrants) in the labor market.
In addition, firms had instruments available to reduce employees' working time at reasonable costs. They could achieve this on the one hand through a reduction of overtime hours and the use of other instruments of working time flexibility available at the firm level (e.g., working time accounts). On the other hand, they made extensive use of short-time work (Brenke et al., 2011) . In fact, although German firms made ample use of all instruments to adjust at the intensive margin, short-time work appears to have been the quantitatively more important one. In 2009, the reduction in working hours due to working time accounts was about half of the size of the reduction due to short-time work (7.0 hours vs. 13.4 hours per employee; Zapf and Brehmer, 2010) . Employees also worked, on average, 9.8 hours less in paid overtime in 2009 than in 2008. However, it seems that many firms followed a sequential approach in using the different instruments. First, they reduced overtime and used working time accounts. When individual accounts were close to zero, firms switched their strategy and used short-time work.
-11 -It is therefore the combination and interaction of different factors that has resulted in German firms adjusting their employment levels during the Great Recession almost entirely at the intensive margin. But what if one or another factor had not been present during this critical period? This question can be answered by decomposing the impact of the Great Recession on employment and working hours into its components. More specifically, actual total working hours are used as the benchmark scenario, in which overtime reductions (possibly through working time accounts) and short-time work are sequentially removed-as if they would not have been available during this critical period. Figure 6 displays the results of this exercise in terms of relative changes in total working hours and employment. These changes are compared to 2008, since employment and working hours were both still increasing in that year relative to 2007. A few developments are worth highlighting.
<<< Figure 6 about here >>> First, actual total working hours decreased by more than 3 percent between 2008 and 2009. In stark contrast, employment remained remarkably stable in these years. This confirms the notion of internal flexibility playing an important role in Germany's resilience to the Great Recession.
Second, economic recovery translated into employment increases in both 2010 and 2011. Total working hours remained below the pre-recession level in 2010 and increased only by about half of the corresponding employment increase in 2011. Hence, employment increased both earlier and more strongly than working hours.
Third, the impact of reductions in overtime on working hours was substantial in 2009. These reductions accounted for about one-fifth of the total decrease in working hours in that year. Without these reductions, employment would have actually decreased by roughly half a percent. On the other -12 -hand, the reduction of overtime was not an important factor to the stabilization of employment in 2010 and 2011.
Fourth, the impact of short-time work on stabilizing employment was greater and lasted longer than the impact of reductions in overtime. In 2009, employment would have decreased by almost 1 percent had short-time work alone not been available. The combination of reductions in overtime and short-time work thus helped firms to preserve approximately 1.3 percent of their employees or more than half a million full-time workers. Short-time work also helped to stabilize employment in 2010. In terms of full-time equivalents, about 185,000 workers were affected in that year. Short-time work was less important in 2011.
The pattern in the use of short-time work and reductions in overtime is displayed in more detail in Figure 7 . Both instruments for adjusting working time became relevant in the first quarter of 2009. However, it appears that reductions in overtime were essentially used only during three quarters, whereas short-time work had a longer-lasting impact. Adjustments in working hours using short-time work appear quantitatively important until the first quarter of 2011.
<<< Figure 7 about here >>>
While the remarkable resilience of Germany's labor market to the Great Recession was the result of various factors, one should try to distinguish between underlying long-term developments and policy responses during this critical period. Whereas the latter provided firms with the adequate instruments for adjusting employment almost entirely at the intensive margin in response to the crisis, the former factors were central for providing the required incentives and resources to do so in the first place. Next to long-term demographic changes, the successful labor market reforms should be regarded as an essential element.
-13 -This issue is illustrated in Figure 8 , which displays the development of the job openings rate and the long-term unemployment rate between 1991 and 2011. Long-term unemployment here refers to individuals who had been unemployed for at least one year. This is an important point in the German unemployment insurance system, as twelve months is the maximum benefit entitlement duration for unemployed individuals younger than 50 years. 4 For longer durations of unemployment, workers have to rely on the means-tested flat-rate benefit scheme that was introduced with the labor market reforms.
<<< Figure 8 about here >>>
When using this definition, long-term unemployment had been steadily increasing during the first years after German reunification. During the economic expansion of 1998 to 2002, the number of long-term unemployed could be reduced, but their number continued to increase until 2005-the year when the labor market reforms had been fully implemented. Since then, a remarkable decrease in long-term unemployment can be observed. In a period of just six years, the long-term unemployment rate in Germany fell by more than 50 percent-from 5.9 percent in 2005 to 2.8 percent in 2011. Importantly, this decline continued even during the Great Recession, whose impact becomes nevertheless apparent with a (temporary) drop in the job openings rate.
The latter finding is particularly remarkable in comparison with what was happening in other countries. Figure 9 compares the job openings rates and the long-term unemployment rates of Germany and the United States (using -14 -the American definition of long-term unemploymentindividuals who are out of work for six months or longer-for both countries). Remarkably, the current situation in Germany is very similar to the one the United States faces today. This is even more surprising when considering that the two countries were at strikingly different starting points before the Great Recession. Still, the consensus in the United States is that there is no reason to believe that the country's current long-term unemployment is structural; it is considered to be temporary.
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If so, one may argue that long-term unemployment in Germany has reached an internationally acceptable level.
<<< Figure 9 about here >>> Between 2005 and 2007, the United States was in a situation characterized by a low long-term unemployment rate of less than 1 percent and a rather high and stable job openings rate of more than 3 percent. During the Great Recession, however, the job opening rates fell to less than 2 percent and the long-term unemployment rate steadily increased, peaking at 4.3 percent in the second quarter of 2010. Although the long-term unemployment rate in the United States could subsequently be reduced to about 3 percent, it is still about three times higher than its pre-crisis level.
In contrast, Germany managed to reduce long-term unemployment despite the Great Recession. Standing at almost 8 percent in late 2005, the long-term unemployment rate steadily decreased to roughly 3 percent. On the other hand, the pattern of the job opening rates in Germany is less clear. In any case, Germany managed to successfully tackle its structural unemployment problem even during the worst -15 -global recession in postwar history. This is evidence that structural unemployment has been reduced in Germany during the crisis, which underlines the effectiveness of structural reforms.
IV. Austerity and Fiscal Consolidation
Because of this success story, Germany is widely perceived as a role model for many countries-not only in Europe. In this context, however, there is a popular myth that needs to be put into perspective. Austerity and spending cuts for their own sake were never the -German style,‖ as it is now widely, but falsely believed. During the reform process, fiscal consolidation and growth-oriented structural labor market reforms were regarded as two integral parts of a successful economic package to stimulate the economy.
If only considering the raw numbers (that is, how GDP and government gross debt evolved over time), Figure 10 Table 13b ). This corresponds to a significant increase during the last decade. Furthermore, if this total debt were distributed across German regions, some federal states, such as Berlin and Bremen, would display debt-to-GDP ratios that are very similar to those of Ireland and Italy (DB Research, 2013).
-16 -What are the underlying factors behind this increase? It could of course be the case that austerity was present in some kinds of government expenditures but not in others. Figure 11 provides a closer look at the development of expenditures for labor market programs in Germany. The structural labor market reforms could have been associated with adjustments in this area. Indeed, total expenditures for labor market policy decreased from roughly 3.5 percent of GDP to less than 2 percent between 2004 and 2008. In response to the crisis, however, expenditures increased again, peaking at about 2.5 percent of GDP in 2009. When distinguishing between expenditures related to ALMP and PLMP, it becomes apparent that both the decline and rise in total expenditures were governed by expenditures related to PLMP. It should be noted in this context that, despite total expenditures relating to ALMP not varying much from 2004 and 2010, expenditures on specific ALMP measures changed quite a bit over time. For example, costs for supported employment and rehabilitation as well as for direct job creation were markedly reduced in this period.
<<< Figure 11 about here >>> Expenditures for labor market policy are related to the corresponding unemployment rate and should thus be put into this context. Moreover, it seems useful to compare the development in Germany to that in other European countries. This is portrayed in Figure 12 , which shows that the development of expenditures for labor market policy in Germany is not all that exceptional compared to other European countries. It was, however, relatively high in 2005; and that was related to comparatively large spending on PLMP. In subsequent years Germany managed to cut overall spending on labor market policy, and in particular in the area of PLMP. This decrease was yet accompanied by declining unemployment, however. Hence, before the Great Recession -17 -started in 2007, Germany's expenditures for labor market policy were not markedly different from those in other European countries facing similar unemployment rates. In fact, expenditures and unemployment were very similar to those in France in that year. During the Great Recession, however, the two countries displayed somewhat different patterns. Whereas expenditures were increasing in a similar path in both countries, they were accompanied by stable unemployment in Germany and rising unemployment in France.
<<< Figure 12 about here >>> One could thus argue that Germany increased expenditures on labor market policy during the Great Recession to successfully stabilize employment in this critical period, whereas other European countries (e.g., France) apparently increased expenditures in response to rising unemployment-or, put differently, at least without being able to effectively stabilize unemployment.
These considerations are in line with findings on the role of automatic stabilizers in the tax and transfer systems in different countries during the Great Recession (Dolls et al., 2012) . The degree to which income and unemployment shocks are absorbed by the tax and transfer system is generally higher in the European Union than in the United States. This difference is larger for unemployment shocks, which can be explained by the relative importance of unemployment benefits. Furthermore, Germany exhibits relatively high income stabilization coefficients, both for income shocks and unemployment shocks, which are for example larger than those in France and the United Kingdom.
It is therefore important to realize the following additional two lessons from the German success story. First, the necessary efforts to reduce public budget deficits and to achieve fiscal stability do not rule out growth-oriented public -18 -investments. Second, while austerity is not a growth strategy per se, fiscal consolidation is a necessary condition to achieve future economic growth. Optimizing the use of public resources to foster growth makes sense only if it is combined with structural labor market reforms. Both are vital to the economy, which-like the human body-requires constant exercise and monitoring to get into and stay in shape.
V. Lessons from the German Experience
The development of Germany's labor market during the past decade is remarkable from many perspectives. It is remarkable because the country managed to successfully tackle its structural unemployment problem-and not only during periods of economic booms, but also during the worst global recession in postwar history. This paper identifies a number of crucial characteristics that make Germany a strong reference model for other countries. These characteristics include a flexible management of working time (through overtime and short-time work, time accounts and labor hoarding), social cohesion and controlled unit labor costs combined with a rigid incentive-oriented labor policy supported by effective program evaluation.
Considering the initial question of this paper, Germany does indeed appear to be the North Star of labor policy. In terms of long-term unemployment, the current situation in Germany is very similar to that of the United States. This is very surprising when considering that the two countries were at strikingly different starting points before the Great Recession. The economic crisis acted as a very strong test for the actual robustness of the economy. During this critical period, institutional changes and other adjustments dating from the early 2000s had to prove that they indeed could enhance the functioning of the country's labor market. And -19 -apparently, they did. Although discretionary measures such as the extension of short-time work helped cushion the impact of the crisis on Germany's labor market, these measures could not have contributed to the observed continuous decline in long-term unemployment.
This paper furthermore supports the argument that the German success story is mainly due to a combination of structural labor market reforms and the absence of fiscal austerity. There were no spending cuts for their own sake, but rather adjustments and consolidation of previous spending levels. That means, for example, in the context of labor policy that the importance of specific measures changed over time. Ineffective policy instruments were abolished or their scope substantially reduced (e.g., job creation schemes), whereas other measures and programs, mainly of short duration, gained importance (e.g., job search assistance, monitoring).
Germany's remarkable resilience to the Great Recession raises the question whether this apparent success can be effectively replicated by other countries. This paper argues that although, in general, this is not possible, there are many features of the German model that other countries should closely investigate. However, one should resist the temptation of believing in a one-size-fits-all solution. Instead, models for a given context have to be developed, which can yet be inspired by many features of the German model. In fact, to copy and steal what works in other countries is the bottom line of evidence-based policymaking-and also of the German experience. 
